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Exchange Rate as of Dec. 31, 1984 
Market: U.S. $ = 209.22 MexitCan Pesos 
Controlled: U.S. $ = 192.46 Mexican Pesos 


KEY ECONOMIC INDICATORS: MEXICO 


1982 1983 *Change 1984 % Change 
National Accounts (Billions of Pesos) 


GOP at Current Prices 9,417.1 17,429.0 81.1 N/A 
GDP at Constant (1970) Prices 903.8 855.9 -5.3 874. 7L/ 
Per Capita GDP,Current Pesos2/ 128,785.5 232,447.0 80.5 N/A 
Fixed Capital Formation (1970 Prices) 190.3 142.2 -25.3 N/A 


Industrial Production (1970=100) 

General Industrial Index 219.5 201.4 206. 73/ 
Mining (11.2) 4/ 308.3 299.5 301. 43/ 
Manufacturing (22.1) 4/ 206.5 189.8 195.03/ 
Construction (5.3) 4/ 220.3 187.0 192.03/ 
Electric (1.0) 4/ 288.3 293.5 308. 82/ 
Petroleum 2/ 395.0 396.1 399.93/ 


Money, Prices, Population 
fees Sealy tl: Blilions of 991.5 1,409.2 1,599. 66/ 


Pesos at End of Period) 

Consumer Price Index, End of 423.8 766.1 1,092. 76/ 
Period (Average 1978=100) 

Producer Price Index, End of 266.4 480.0 690. 76/ 
Period (Average 1980=100) 

Population (thousands, mid-yr) 73,122.33 74,980.5 -5 76,800.0 


N 
> 


Balance of Payments (U.S. $ Millions) 
rrent Account Receipts 28,919.4  28,281.6 -2.2 15,769.62/ 
Exports 8/ 21,229.7 21,398.8 0.8 11,762.02/ 

-2 


be 
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U.S. Share (percent) 53.4 58.1 59.0/7/ 
Petroleum Exports 16,477.2 16,001.6 


8,389. 72/ 
Current Acct .Expenditures 33, 797.7. “Te tae 
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so 
-32.7 12,479.62/ 
Imports 8/ 14,437.0 7,720.5  -46.5 4,460.4/7/ 


Ne 


U.S. Share (percent) 62.3 63.4 61.02/ 
Balance on Current Account -4,878.5 5,545.7 N/A 3,290.02/ 
Balance on Capital Account 10,055.4 -1,007.5 N/A -916.17/ 
Errors and Omissions -8,361.6 1,432.3 82.9 -814.4// 
International Reserves 3/ 1,827.2 4,955.1 170.0 7,278.62/ 
Average Annual Exchange Rate (Mex.$/U.S.$1) 

"Controlled" N/A 120.17 - 168.20 
"Market" 57.18 150.29 - 185.35 


1/7 Preliminary Mexican government estimate for full-year 1984. 
In pesos, not billions of pesos. 
January-September, 1984. Percent change is from same period in prior year. 
Figures in parentheses refer to sectors' shares of GDP in 1983. 
A subsector of the mining sector; includes the extraction of crude petroleum and natural 
gas and basic petrochemicals. 
September 1984. 
January-June 1984 
Figures do not include in-bond assembly industry trade. 
Reserves computed at August 31, 1984 with IMF criteria plus silver. 
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SOURCE: Bank of Mexico Reports; Annexes to Sixth Report President; .Emba stimates; 
National Population Council of Mexico; Sistema de Caentas Wace dress Hee es faPAS S63 ; 





II. SUMMARY 


In 1984 the Mexican economy surpassed its growth targets with 
an estimated real GDP increase of 2.2 to 2.5 percent. The 
modest GDP growth in 1984 followed real declines of 5.3 percent 
in 1983 and 0.5 percent in 1982. The growth came primarily 
from non-petroleum exports, agriculture, chemicals, in-bond 
industries, and non-durable consumer goods. At the same time 
inflation at 59 percent was almost 20 percentage points over 
target. The public sector budget deficit, according to govern- 
ment estimates, was equivalent to about 6.7-6.9 percent of GDP, 
exceeding the target of 6.5 percent. 


Mexico successfully negotiated a rescheduling of slightly more 
than $48 billion of public sector foreign debt in September 
1984, and final approval by foreign commercial banks is 
expected early in 1985. The Mexican government has proposed a 
new law governing the financial sector that will give the Bank 
of Mexico more control over monetary policy and at the same 
time diminish the role of the central bank in providing 
financing to the federal government. 


Petroleum production in 1984 was about the same as in 1983 with 
a temporary production cutback of 100,000 barrels per day on 
November 1, 1984. Projected petroleum exports at $16-17 
billion in 1984 still accounted for about 70 percent of all of 


Mexico's merchandise exports. The trade surplus for 1984 is 
estimated at about $13 billion and the current account surplus 
was about $4 billion. Non-petroleum exports were up by about 
26 percent. Imports were up by an estimated 28 percent in 
dollar terms but remained well below 1982 and 1981 levels. 


For 1985 the Mexican government has identified inflation 
control, continued real reduction in the public sector deficit, 
continued reactivation of the economy, and a modest increase in 
real wages as its primary macroeconomic objectives. The 
inflation target for the Mexican government for 1985 is 35 per- 
cent and the GDP growth target is 3-4 percent. Both the trade 
and current account surpluses are projected to decline by about 
$2 billion to around $11 billion and $1-2 billion, respect- 
ively, in 1985. The financial deficit is projected to be 5.1 
percent of GDP, a substantial increase over the original target 
for this year of 3.5 percent established in early 1983. 


The international petroleum market and interest rates could 
have considerable influence on Mexico's economic performance in 
1985. On an annual basis a one percent decline in inter- 
national interest rates means $700-800 million less in interest 
payments and a $1 decline in the price of oil means lost export 
revenues of $500-600 million. The recent decrees on auto- 
mobiles and pharmaceuticals and other regulations have not 
reduced the uncertainty in the foreign investment climate. 
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III RECENT ECONOMIC DEVELOPMENTS: THE MEXICAN ECONOMY IN 1984 


The Economic Recovery is Underway But Inflation is Higher than 
Expected: After remaining flat during the first part of 1984 
the Mexican economy has entered into a modest recovery phase. 
Estimated real GDP growth for 1984 was 2.2-2.5 percent. 
However, inflation (CPI) reached nearly 60 percent. Both of 
these figures were higher than original year-end 1983 Mexican 
government projections of 1 percent growth and 40 percent 
inflation, but they represent considerable improvements over 
the previous two years. Mexico's growth rates were negative in 
both 1982 (-0.5 percent) and 1983 (-5.3 percent) and inflation 
in those years was 99 percent and 81 percent, respectively. 


When President de la Madrid took office in December, 1982, the 
Mexican economy was plagued by rising inflation, capital 
flight, and falling output and employment. Foreign exchange 
reserves were not sufficient to meet even the country's short 
term external liabilities. The new President's inauguration 
followed by only four months the events of August 1982 when the 
Mexican economic crisis came to a head. At that time the 
country was forced to seek emergency assistance to avoid 
running out of foreign exchange and to begin planning in 
earnest an economic adjustment program to bring about major 
structural changes in the economy. Since the late 1970's, the 
Mexican Government had followed a policy of financing develop- 
ment through sharply increased public sector expenditures and 
external borrowing. These policies led to burgeoning public 
sector deficits, accelerating inflation and an increase in the 
Mexican public sector's external debt from $4 billion (12 per- 
cent of GDP) in 1970 to $59 billion (36 percent of GDP) in 1982. 


In his second State of the Union Address on September 1, 1984, 
President de la Madrid stressed that he had steadfastly pursued 
an economic reordering process calling for major structural 
changes in the Mexican economy. The six-year strategy had as 
its major objectives substantial annual reductions in the real 
size of the public sector deficit, sharp yearly declines in the 
rate of inflation, large cutbacks in external borrowing, and a 
progressive build-up of foreign exchange reserves. The results 
of his first two years in office have included declining 
inflation, a gradual recovery of economic activity, strength- 
ening of public finances, improvement in the country's external 
accounts, a restructuring of the country's external debt, and a 
larger than projected increase in the country's’ foreign 
exchange reserves. In his 1984 State of the Union address the 
president emphasized that Mexico must persevere and redouble 
its efforts to combat inflation, insure higher levels of 


economic growth, generate employment, and increase domestic 
savings and investment. 
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Economic activity in Mexico began to pick up during the second 
half of 1984. After a sluggish beginning, performance in the 
last six months of the year was quite strong, in the neighbor- 
hood of 4-5 percent. According to Bank of Mexico statistics 
industrial activity in the month of September 1984 was 5.4 per- 
cent above the levels in September 1983. Manufacturing 
activity and construction were 6.4 percent and 7.0 percent 
above 1983, respectively. During the first nine months of 1984 
the petroleum production and minerals sector indices were 
Slightly above those of 1983. The leading sectors in the 
recovery have been non-petroleum exports, electricity, 
chemicals, steel, tourism, the in-bond industries, and 
agriculture. Sales of non-durable consumer goods have also 
increased although the durable goods sector remains weak. 


According to the Bank of Mexico the consumer price index 
increased by 59.2 percent in 1984 on a December-to-December 
basis. This is a reduction from 1983 of almost 20 percentage 
points, matching the absolute reduction from 1982 to 1983, but 
still well above the 1984 target of 40 percent. The monthly 
rate of inflation was below 3 percent only in August and since 
that time it has begun to accelerate again. 


The inflationary pressures in 1984 were due to a number of 
factors. In an effort to reduce the level of subsidies the 
Mexican government has been increasing the prices of price- 
controlled products at a faster rate than the prices of non- 
controlled products. Particularly large increases have been 
registered in gasoline, bread, soft drinks, tortillas, eggs, 
milk and electricity. Government spending has also been a 
major contributing factor. During the first half of the year 
the combined deficits of the parastatal companies excluding 
PEMEX were more than 100 percent of their programmed deficits 
for the entire year. Furthermore, the government has been 
trying to progressively reflate the economy and the ratio of 
the public sector deficit to GDP in 1984 is likely to be some- 
what higher than the 6.5 percent figure agreed to with the 
IMF. The high degree of import protection in Mexico also 
continues to exert an inflationary impact. A larger than 
expected net inflow of foreign exchange has also contributed to 
upward price pressures. Finally, in several industries where 
product demand is relatively inelastic prices have increased at 
a faster pace than costs as companies have made an effort to 
maintain profit levels. 


In 1984 the growth in monetary aggregates has been considerably 
higher than it was in 1983. In the year ending October 1984 
the monetary base expanded by 64 percent while the money supply 
(M-1) rose by about 59 percent. The large inflow of foreign 
exchange due to Mexico's strong balance of payments performance 
has been an important element in this growth as have been large 
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credit flows to the public sector to finance the deficit. The 
growth of M-l progressively rose throughout 1984. The twelve 
month rate of inflation measured in January 1984 was 73.4 per- 
cent while M-l growth was 41.7 percent. As noted in the table 
below, by November they were virtually the same at slightly 
more than 59 percent. 


M-1 GROWTH VS. INFLATION 


Cumulative 
Increase in 
The Consumer 

M-l1 Growth Over Price Index 

The Same Month Over the 

In Previous Year Previous 12 Months 


Year-End 1983 41.4 80.8 
January 1984 41.7 73.4 
February 44.7 73.3 
March 50.2 F2é35 
April 567 69.1 
May 56.8 67.4 
June 56.9 67.1 
July 55.0 64.5 
August 50.9 62.8 
September 54.8 2.7 
October 59.3 63.0 
November 59.1 53.2 


Until the last three months of the year when they became 
stable, interest rates progressively declined throughout 1984. 
Interest on short term time deposits (30-90 days) fell from 
53-54 percent in January to 45-46 percent in October. Interest 
rates of 90 day Treasury notes fell from 52.5 percent to 47.7 
percent during the first 11 months of the year while the 
effective rate of interest for low risk business loans declined 
from 88.2 percent to 69.8 percent over the same period. 


The Mexican government increased the minimum wage level by 30.4 
percent on January 1, 1984, by another 20 percent on June 6, 
and by another 30 percent on January 1, 1985. The cumulative 
total for 1984 comes to about 56 percent when the June 1984 
increase is coupled with that of January 1984 or that of 
January 1985. Since the official inflation rate for that 
period was somewhat higher (59 percent), there was a slight 
real reduction in minimum wages in 1984. This followed larger 
real declines in 1982 and 1983. The minimum wage, while not 
representative of all income in Mexico, tends to set a 
precedent for other wage negotiations. The government has 
promised to modestly increase real wages this year. 
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In an effort to keep Mexican exports competitive, reduce 
pressures on the peso and promote tourism the Mexican govern- 
ment changed the daily rate of slide of both the controlled and 
"free" exchange rates from 13 centavos to 17 centavos per day 
on December 6, 1984. The authorities promised to combine this 
decision with stronger efforts to combat inflation. The action 
to increase the slidé was not due to past balance of payments 
problems; Mexico's position in both the trade and current 
accounts was very strong and the country then had approximately 
$8 billion in foreign exchange reserves. However, it was an 
effort to prevent possible future balance of payments diffi- 
Culties due to the real appreciation of the peso. The modifi- 
Cation in exchange rate policy is not expected to affect the 
external debt obligations of those private companies registered 
in FICORCA (i.e., their debt-servicing payments will not 
increase). 


The Budget Deficit is Higher than Programmed: According to 
recent government announcements the 1984 budget deficit will 
reach 6.7-6.9 percent of GDP. This is somewhat above the 
original programmed figure of 5.5 percent of GDP but only 
slightly higher than the revised target of 6.5 percent which 
includes the special contingency fund in the budget). This 
performance would represent significant progress over the 17.6 
percent and 8.7 percent figures registered in 1982 and 1983 
respectively. In absolute terms the projected financial 


deficit in 1984 is expected to be 1.9-2.0 trillion pesos as 
compared to 1.5 trillion pesos in the previous year. 


Long-Term Debt Restructuring and Lower World Interest Rates 
Ease Foreign Payments: In September 1984 Mexico reached 
tentative agreement with its foreign commercial bank creditors 
on rescheduling slightly more than $48 billion in public sector 
foreign debt. As a result of the rescheduling, average annual 
amortization payments during the rest of the decade would be 
about $9 billion less than under original agreements with the 
banks. Furthermore, the benchmark for calculating interest 
payments will now be LIBOR rather than the U.S. prime rate and 
this is expected to save $300-$500 million per year in interest 
payments through 1989 (and somewhat less annually’ beyond 
that). The 13 bank advisory group has approved’ the 
rescheduling terms and the regional banks are now considering 
Mexico's proposal. As a consequence of the agreement it is 
expected that Mexico's debt service ratio will decline to less 
than 50 percent in 1985 as compared to a projected 74 percent 
before the rescheduling. Declines of about 3 percentage points 
in the U.S. prime rate during the latter part of 1984 also 
helped reduce debt payments during that period. 


External Surpluses Remain Large: In 1984, Mexico continued to 
register substantial surpluses in both the trade and current 
accounts of the balance of payments. The trade surplus will 
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probably exceed 13 billion dollars and the current account 
surplus is estimated at about $4 billion. Mexico's current 
account surplus for the first six months of 1984 exceeded $3 
billion. The principal reason for the strong performance on 
the trade account was the continuing low level of imports. 
Although up by 28 percent over the first half of 1983, total 
imports remained well below 1982 and 1981 levels and below the 
Mexican government's target. Although quotas and licensing are 
still a deterrent to imports, the most important factor has 
been low imports by the public sector. Private sector imports, 
on the other hand, appear to have increased sharply last year. 
Import substitution has also contributed to the reduced level 
of imports over the past two years. 


Mexican merchandise exports for the first eight months of 1984 
totaled $15.4 billion, an 11 percent increase over the same 
period of the previous’ year. Non=-petroleum exports had 
increased by 25 percent. According to Mexican government trade 
data (which does not include the in-bond transactions) 59 per- 
cent of Mexico's exports went to the United States between 
January and May 1984. Major exports besides petroleum included 
automotive engines, refined silver, shrimp, coffee and winter 
vegetables.The Mexican government does not include border trade 
or in-bond ("maquila") transactions in the trade account. Net 
in-bond industry foreign exchange earnings, i.e., the value 
added by Mexico for these assembly operations, is listed under 
"transformation services." These earnings totaled $855.2 
million during the first nine months of 1984, a 46 percent 
increase over the same period in 1983. The total value of 
border trade/frontier transactions was down 19 percent and the 
balance shifted against Mexico which registered a $43 million 
deficit in the first nine months of 1984. These transactions 
include payments for goods and services sold from residents of 
one country to residents of the other within the border zone. 
Net foreign exchange inflows from tourism (receipts minus 
outlays by Mexicans traveling abroad) for the first nine months 
of 1984 were $1.05 billion, up by over 22 percent from the 
previous year. 


Mexican merchandise imports during the first eight months of 
1984 totaled $6.4 billion, up 28 percent as compared January- 
August 1983 figures. According to Mexican government trade 
data 61 percent of Mexico's imports came from the United 
States. Among the leading imports from the United States were 
corn, sorghum, motor vehicle parts, soybeans, automatic data 
processing parts, paper and paperboard, and sunflower seeds. 


Preliminary U.S. data (includes in-bond industries) for the 
first eleven months of 1984, based on customs dollar value, 
show U.S. exports to Mexico of approximately $10.9 billion and 
imports of $16.7 billion. Using U.S. Department of Commerce 
statistics U.S. exports to Mexico for 1984 are expected to 
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approximate the 1982 level of $11.8 billion. This would be a 
30 percent increase over last year's level but well below the 
1981 record high of over $17 billion. U.S. merchandise 
imports, including in-bond industries, from Mexico are expected 
to exceed $18 billion for full-year 1984, an 8 percent increase 
over the previous year. Crude petroleum imports from Mexico 
are running below the 1983 level, although U.S. imports of 
other goods from Mexico have increased by about 24 percent. A 
complicating factor has been the filing of twenty-four counter- 
vailing duty cases since 1981 against Mexican imports; counter- 
vailing duties have been levied in fourteen of those cases. 
The United States and Mexico have held talks to work out an 
agreement which would give Mexico the injury test in these 
cases. A draft understanding is currently under advisement. 


The capital account of the balance of payments registered a 
deficit of $916 million in the first half of 1984. Net long- 
term capital inflows amounted to $735 million, of which foreign 
direct investment inflows accounted for only $28.6 million 
(down from $339 million in the first half of 1983). Short-term 
capital flows were a negative $1.7 billion. The outflow of 
short-term capital represents in large part a reduction of 
foreign indebtedness by the private sector and some restoration 
of foreign dollar balances that were drawn down during and 
after the 1982 crisis period. 


The January-June errors and omissions category in the balance 
of payments at minus $814 million was about equal to that 
during the same period in 1983, but that is a notable 
improvement over 1982. The negative balance in this category, 
which is often used to estimate capital flight, fell from minus 
$2.4 billion in the first half of 1982 to minus $883 million in 
1983. Mexico's gross foreign exchange reserves stood at $7.3 
billion on September 1, an increase of over 100 percent over 
the past year. This increase was made possible principally by 
the trade surplus (since net capital inflows were negative) and 
by the tempering of outflows under errors and omissions. 


Petroleum Production and Exports Remain at The Same Levels in 
1984 as in 1983: During 1983 Mexico's oil industry was 


affected by the world wide decrease in demand for petroleum 
products and the shrinkage of the domestic economy. Production 
declined by 2.9 percent from 1982 to 1983. For the period of 
January through September 1984 production was up about 5 per- 
cent but a temporary output reduction of 100,000 barrels per 
day began on Navember 1, 1984 and other cutbacks brought pro- 
duction back to about the 1983 level during the last two months 
of the year. Mexico was able, however, to maintain its 
position as the fourth largest oil producer in the world 
following the USSR, Saudi Arabia, and the United States. 
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One area of improvement was _ Mexico's production of refined 
petroleum products. In 1983 exports of refinery products 
reached about 28 million barrels with a value of $850 million 
while in 1984 exports were about 39 million barrels with an 
estimated value of $1.15 billion. Mexico's total petroleum and 
product exports for 1984 are estimated at $16-17 billion and 
will account for over 70 percent of all of Mexico's merchandise 
exports. Through November, 1984, crude oil exports went to 23 
countries; the United States ee ee about 49 percent 
followed by Japan (11 percent), Spain (7 percent), the United 
Kingdom (7 percent), and France (6 percent). Exports were com- 
posed of 41 percent light minus grade Isthmus and 59 percent 
heavy-grade Maya crude. Mexico's proven oil reserves increased 
slightly in 1983 from 72 to 72.5 billion barrels, according to 
Mexican Government sources and remained at this level in 1984. 


CRUDE PETROLEUM PRODUCTION 
(Thousands of Barrels Per Day) 


Value of 

Exports Percent 

(0382 8 of 
Production Exports Millions) Exports 


1977 981 202 1,018.7 21.09 
1978 1,209 365 1,837.2 36.3 
1979 1,461 533 3,986.5 44.7 
1980 1,936 828 10,401.9 68.0 
1981 2,312 1,098 14,574.0 75.0 
1982 2,746 1, #92 16,594<.5 79.0 
1983 2,665 175357 16,164.9 74.9 
Jan-Sept 

1984 2,802 1,548 21; 37808 7.3 


SOURCE: “Examen de la Situation Economica de Mexico", 
Banco Nacional de Mexico, November 1984 


PETROLEUM EXPORTS 
(U.S. $ Millions) 


Projected 
1983 1984 


Crude 14,821.0 135,053 
Gas 35549 228 
Petroleum and Petrochemical Products 989.7 1,142 


Total 16,164.0 16,423 


SOURCE: “Examen de la Situation Economica de Mexico", 
Banco Nacional de Mexico, November 1984 
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The domestic prices of Mexico's gasoline products have risen 
sharply since December 1982 as an integral part of the 
country's economic adjustment program which requires a 
reduction of subsidies to help temper public expenditures and 
‘requires a movement toward world prices in the Mexican market. 
In dollar terms, unleaded gasoline increased from $1.02 in 
October, 1983, to $1.15 in April, 1984 and to $1.26 in January, 
1985 (using the Mexican government's "market" exchange rate on 
the date of each increase). 


In early December 1984 a huge gas explosion occurred at a PEMEX 
gas depot in San Juan Ixhuantepec on the outskirts of Mexico 
City. However, the tragedy will have a very limited impact on 
PEMEX's financial position and ability to carry out its 
operations as a producer and distributor of petroleum products. 


Agricultural Production Continues to Improve: During 1984, 
Mexico's agricultural performance continued its recovery from 
the drought-depressed levels of 1982. Basic grain and oilseed 
harvests probably increased about five percent in 1984 compared 
to 1983. More-than-adequate rainfall in 1984 led to higher 
production levels despite excessive rain in certain crop 
areas. Wheat output, rising by 30 percent, accounted for most 
of the increase in total grain harvests. Livestock production 
was mixed in 1984. Cattle production remains depressed but is 
estimated to have increased slightly because of better prices 
to the producer. Poultry output and demand also started to 
recover in 1984, whereas pork production continued to decrease 
because of unprofitable prices to producers. Official price 
hikes for basic agricultural products were generally equal to 
or above the overall official inflation rate of 59 percent. 
However, in some cases these price increases did not keep pace 
with input costs. 


Although final data are not yet available, Mexico's total basic 
grain and oilseed imports probably decreased slightly in 1984 
compared to the previous year. The United States remains the 
dominent supplier of agricultural commodities to Mexico with 
sorghum and corn as principal items. Based on U.S. trade data, 
the United States exported $1.57 billion of agricultural pro- 
ducts to Mexico between January and September 1984, compared to 
$1.54 billion for the same period in 1983. Mexico's $1.1 
billion in agricultural exports to the U.S. (its main market) 
through September 1984 were slightly above those of the same 
period in 1983. Coffee, fruits and vegetables are its primary 
agricultural exports to the United States. 


Mexico's 1985 total crop production will probably be near 
1984's favorable level assuming good moisture conditions and 





12 


adequate reservoir water levels. Therefore, imports of basic 
foodstuffs probably will be close to those in 1984. Livestock 
production should continue to recover in 1985, given higher 
production support prices and the government's stated intention 
to bring about real wage increases. 


OUTLOOK FOR 1985 AND IMPLICATIONS FOR THE U.S. 


The Economic Strategy for 1985 Emphasizes Lower Inflation But 
Foresees Some Increase in Real Wages and Growth: In November 
as a part o its budget process’ the exican Government 
publicized its economic strategy for 1985. This strategy 
stresses that economic policy will not sacrifice the hard-won 
economic improvements realized in the last two years. The four 
fundamental objectives for this year are: 


-- Continuing reduction in inflation. 


-- Continued reactivation of economic activity and further 
structural changes in the economy. 


An increase in real wages and improvement in the economic 
well-being of the Mexican populace. 


-- Further adjustments (i.e., increased revenues and more 
efficient spending) in public finances and additional progress 
in reducing the financial deficit of the public sector. 


The Mexican government's December-December inflation target for 
this year is 35 percent, down significantly from the 59 percent 
rate in 1984, and an extremely ambitious goal. A real cut in 
public sector expenditures is expected to contribute to this 
reduction as is a growth in imports and a reduction in the rate 
of growth in the money supply to 40 percent. At the same time 
GDP is projected to grow at 3-4 percent in real terms. That 
GDP growth is to be based on a continued strong increase in 
non-petroleum exports, increased private sector activity and a 
modest rise in public sector investment. The targets for GDP 


growth would keep the Mexican economy on basically the same 
path it has been on since mid 1984. 


As to the balance of payments the trade surplus for 1985 is 
predicted to be $11-12 billion, a decline of $1-3 billion from 
projected year-end 1984. The deficit in services is forecast 
to be about $11 billion, or a larger net drain than the $8.8 
billion deficit projected for year-end 1984 (due principally to 
service costs related-to higher imports). The current account 


balance is projected to be $1-2 billion, or $2-3 billion less 
than 1984. 
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The government's proposed increase in real wages for 1985 is a 
very popular objective following three successive years of 
decreases. It will be difficult to realize this goal and at 
the same time make substantial inroads in reducing inflation. 
The January 1985 minimum wage increase of 30 percent was some- 
what larger than the government had hoped would be necessary 
several months ago and is likely to fuel inflation during the 
early months of this year. 


The uneasy situation in the world petroleum market could temper 
the ability of Mexico's petroleum industry to contribute 
significantly to the 1985 GDP growth target. Mexico decided in 
the latter part of 1984 to temporarily reduce its daily 
production and exports by 100,000 barrels. This decrease 
should not have serious negative effects on the country's 
public finances or the balance of payments, particularly if it 
is offset by declines in international interest rates (although 
additional production reductions of a larger magnitude would 
significantly affect the country's economic prospects). The 
rule of thumb for Mexico is that a l percent decline in inter- 
national interest rates means approximately $700-800 million 
less in interest payments abroad and a $l decline in the price 
of oil means lost export revenues of $550 million. Reduced 
petroleum exports of 100,000 per day would represent an annual 
loss of about $1 billion. 


The Budget Is Projected to be Austere as Mexico Tries to Cut 
Its Financial Deficit: The Mexican government has budgeted 
expenditures for 1985 in the amount of 18.4 trillion pesos 
(about dollars 76 billion when calculated at the estimated 1985 
mid-year "free market" exchange rate using a 17 centavo daily 
Slide against the dollar). That budget is 38.3 percent higher 
than estimated actual 1984 expenditures and 56.6 percent higher 
than the 1984 budget. (The 1984 budget overrun will be approx- 
imately 13.2 percent according to Mexican government budget 
documents. ) The 1985 budget represents a substantial real 
decrease compared to 1984 estimated expenditures but a small 


real increase over the 1984 budget when using an implicit 1985 
budget deflator of 50 percent. 


The deficit in the 1985 public sector budget is projected at 
1,720.6 billion pesos (dollars 7.4 billion). The Mexican 
government lists the federal government's deficit at 1,984.1 
billion pesos and projects a surplus for the parastatals of 
263.5 billion pesos. Subtracting out the transfers from the 
federal government to the parastatals (1,473.6 billion pesos) 
would yield a federal deficit of 510.5 billion pesos and a 
parastatal deficit of 1,210.1 billion pesos. The budget 
includes a contingency fund of 200 billion pesos which would be 
used to cover any unexpected expenses regarding movements in 
international interest rates or declines in petroleum prices. 
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BUDGET OF THE COMBINED PUBLIC SECTOR 


Percent Percent 
Billions Change Change 
of From From 1984 
Pesos Est. 1984 Budget 


Gross programmed spending ki, tance 44.3 Sivi 
(Federal government plus 

parastatals) 

Minus transfers from fed. (1,473.6) 36.2 

government to 

parastatals 


Net programmed spending 10, 238.3 55.7 


Revenue sharing and 1;,, 290.0 52.5 
tax credits 
Debt service 6,861.7 2749 5543 


Total budget expenditures 18,390.0 38.3 56.6 


The federal government as defined here includes the cabinet 
agencies and the central government and its offices. The para- 
statal budget applies only to the 28 largest state owned 
companies including PEMEX, the airlines, the railroads, 
CONASUPO, Comision Federal de Electricidad, and several steel 
companies. The Federal District has a separate budget not 
included here. The approximately one thousand smaller para- 
statals are also not taken into account. The IMF includes all 
these entities in its calculation of what it terms’ the 


financial deficit as opposed to the budget deficit discussed 
here. 


Without increasing basic tax rates the revenue policy of the 
federal government is to increase the level of income in 
relation to GDP compared to that reached in 1984. Income from 
publicly produced goods and services is expected to increase as 
subsidies are reduced. The government will seek to increase 
tax income without an increase in tax rates but rather through 
greater efforts at enforcing existing laws. There will be no 
Change in the value added tax; it will remain at 15 percent. 


There will be some changes to the tax system to include the 
following: 


-- A special 6 percent tax on the extraction of petroleum. 


wo A decrease from 75 percent to 50 percent in the tax 
deductions for investments in property and equipment (i.e., 


depreciation write-offs) and a further decrease to 25 percent 
in 1986. 
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-- A change from a tax deduction for dividends to a tax credit. 


-- A special deduction for housing construction of 50 percent 
of the value of the construction. 


Total programmed expenses (current expenditures plus capital 
expenditures but excluding debt service costs) for the federal 
government plus parastatals are projected to increase 45.6 per- 
cent over estimated 1984 outlays and 55.3 percent over the 1984 
budget. According to Mexican government budget documents, 
programmed expenses as a percentage of GDP have been declining 
for the last 3 years from a level of 30 percent in 1982 to a 
projected 24 percent in 1985. 


One notable decrease in programmed expenses is in the sector 
for the supply and distribution of basic commodities. This 
sector is projected to decrease by 1.2 percent in absolute 
terms which would mean a substantial real decrease (i.e., after 
subtracting inflation). Moreover, outlays for this sector will 
decline from 9.9 percent to 6.6 percent of total programmed 
expenditures. The budget for the main parastatal company in 
this sector, Compania Nacional de Subsistencias Populares 
(CONASUPO) will decline by 9.8 percent in nominal terms. The 
reason for these large cuts is the government's intention to 
reduce transfers and subsidies on basic food commodities. The 
authorities have stated that in 1985 they will eliminate 
subsidies on all basic food commodities except bread and 
tortillas. As a basic plan the government has indicated that 
domestic prices will be based on world prices for goods that 
are traded internationally and on costs of production for goods 
that are not traded internationally. 


A sizeable increase in expenditures is projected for the social 
development sector consisting of education, health and social 
security. The rise for education is 68.4 percent which 
represents a share increase from 12 percent to 14 percent of 
programmed expenditures. In the education budget additional 
funds will be spent because of the greater numbers of school 
age children and to help promote adult education. Employment 
in the sector will be expanded by approximately 7 percent 
representing nearly 45,000 new jobs. Health and_= social 
security outlays are projected to rise by 61.8 percent and to 
increase as a share of programmed expenditures from 9.6 percent 
to 10.6 percent. 


In the energy sector expenditures are to increase by 37.7 per- 
cent over estimated 1984 outlays. This will represent a slight 
loss in share of programmed expenditures. The expenditures of 
the electrical sector will increase by 65.2 percent in nominal 
terms while the outlays of PEMEX, the national oil company, 
will rise by 23.2 percent in nominal terms. After subtracting 





inflation these figures represent substantial real decreases in 
expenditures and result from the authorities' desire to make 
better use of existing resources. The government has stated 
its intention to increase output by decreasing the flaring of 
gas, by increasing the recovery of gas liquids, by saving 
energy in refineries, and by raising the cost of petroleum 
products. 


Among other sectors, rural development and regional development 
will enjoy slight share increases in total programmed outlays. 
The gains for these sectors approximately balance out the loss 


of share in the sector for the supply and distribution of basic 
commodities. 


Total public sector investment is projected to increase by 51.4 
percent in nominal terms in 1985. Among the major sectors a 
Slight real decrease is budgeted in investment in industry, 
energy and communications and transportation. A slight real 
rise is expected for rural and regional development and a 
larger real increase in investment is budgeted in the social 
development area. The larger social development expenditures 
are largely for increased construction of educational 
institutions. Investment in the communications and transport 
area will be primarily oriented toward improvement of railroad 
infrastructure and roadbeds. In agriculture emphasis will be 
on irrigation and other water projects. 


PUBLIC INVESTMENT 


Percent 
Billions Change 
of From 
Pesos Est. 1984 
Rural development (agr and livestock) 355.1 59.4 
Regional development and ecology 334.8 57.0 
Fishing Ll wt (23.4) 
Social development 210.0 69.2 
Communications and transport 402.2 46.9 
Supply and distribution of basic 

commodities 26.7 LivTsd 
Tourism 10.1 46.4 
Industry and energy 1,346.4 48.2 
Administration 56.0 33.0 


Total 2,752.4 51.4 


Debt servicing costs are projected to show a real drop from 
actual costs in 1984 because debt servicing outlays in 1984 
were much higher than budgeted and because the debt 
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rescheduling with foreign commercial banks should result in 
lower interest and amortization payments this year. Declining 
international interest rates in late 1984 and 1985 could also 
add to the decrease in 1985 costs. 


PUBLIC SECTOR DEBT SERVICING COSTS IN 1985 


Percent Percent 

Billions Change From Change 
of Estimated From 1984 

Pesos 1984 Figures Budget 

Interest 4,241.2 25.9 49.4 
Amortization 230240.5 18.7 67.8 
Overdue from prior year 550.0 134.0 134.0 
Total 6,861.7 Zits ee 


Debt servicing costs as presented in the Mexican government 
budget include costs for both the domestic and foreign debt. 
The amortization costs include an accounting for paying off 
domestic government securities which mature at various 
intervals, most at less than a year. 


The New Financial Activities Laws Will Limit the Bank of 
Mexico's Role In Financing the Public Sector Deficit: On 
November 12 the de la Madrid Administration introduced 
proposals to the Mexican Congress which would bring about some 
important reforms in the Mexican financial system. The 
principal objectives of the proposals would be (1) to enhance 
the role of the Bank of Mexico in formulating monetary policy, 
(2) to greatly diminish the role of the Bank of Mexico in 
providing financing to the federal government, (3) to reduce 
legal reserve requirements for the banks, (4) to de-link the 
activities of the nationalized banks from those of the _ stock 
brokerage houses so as to strengthen the contributions of each 
of these sectors to the development process of the country, (5) 
to preclude banks from becoming an instrument of the state for 
controling private sector companies, and (6) generally to 
deepen Mexico's financial system. 


The purpose of the law governing the Bank of Mexico (the 
central bank) is to allow the bank to issue primary credit and 
to foster favorable credit and exchange rate conditions so as 
to maintain the stability and purchasing power of the peso. 
Its major contents are as follows: 


-- The Bank of Mexico will regulate the issue and circulation 
of money, credit and exchange rates; it will operate as a 
reserve bank, and act as financial agent for the government. 


-- The Bank of Mexico will no longer directly finance the 
expenditures of the federal government. It is prohibited from 





directly obtaining securities emitted by the federal government 
except in cases where these securities are covered by 
non-retireable deposits in the central bank. (The bank will, 
however, still be able tc obtain government securities in the 
secondary market since this would not directly finance 
government spending.) This means that reserve requirements on 
the country's commercial banks will not be used as an 
instrument to channel resources to the federal government but 
will be used instead primarily as an instrument of monetary 
policy. The new approach is intended to help to _ contain 
monetary expansion and reduce inflationary pressures. 


-- Reserve requirements for commercial banks will be reduced 
from 50 percent to 10 percent. 


From this legislation, it is apparent that the nationalization 
of the banks is irreversible and that they will be used as a 
fundamental instrument to achieve national priorities. The 
banks will continue to channel credit flows to what the govern- 
ment considers to be “socially and nationally necessary 
activities." 


The control of monetary policy should be facilitated by the 
passage of the law on the Bank of Mexico which strengthens its 
role in carrying out central bank functions. Nonetheless, the 
authorities still must strike a very delicate balance by 
pursuing a monetary policy which will permit a moderate 
economic expansion but allow for a continuing substantial 
reduction in inflation. 


The Foreign Investment Climate Remains Uncertain: Over the 
past several decades foreign investment as a whole has been 
subject to increasing government scrutiny and regulation. Many 
investors are concerned over the operating conditions they will 
encounter once established in Mexico such as controlled prices, 
long-term exchange rate policy, access to peso credit, export 
and local content requirements, protection of technology, and 
the government's general attitude towards the private sector. 
The de la Madrid Administration has publicly stated that it 
welcomes foreign investment although clearly it favors 
Channeling such investment into certain areas of the economy. 
In early 1984 it issued new guidelines for foreign investment 
and specified that majority foreign ownership would be allowed 
in certain high priority sectors such as heavy machinery, 
electronic equipment, high-technology products, and hotels. 
Nonetheless, potential investors continue to be screened 


carefully and it is not yet clear how the new guidelines might 
be implemented. 


The recent decrees on automobiles and pharmaceuticals have 
increased the regulation of foreign investment in these sectors 
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and have made the foreign investment climate more uncertain. 
The automotive decree (published September 1983) reduces the 
number of car lines and models between 1984 and 1987. Local 
content requirements for autos and trucks are also increased, 
but with exemptions for vehicles destined for export. Also 
vehicle assemblers are required to balance foreign exchange 
transactions on a model year basis and no more than 20 percent 
of foreign exchange earnings are to be generated by "in-bond" 
industries. Also, the decree effectively reserves’ the 
medium-sized truck market for majority Mexican companies. 


The pharmaceutical decree requires retail generic. sales, 
uniform labeling and packaging, import substitution of active 
ingredients, and price equalization of equivalent drugs. It 
also calls for the Mexican government to expand its role in 
licensing, production planning, sourcing, pricing and marketing 
of retail drugs. 


The Mexican Government may come out with new programs involving 
the electronics and food processing industries. Programs 
involving the objectives of the electronics program likely 
would be similar to those in Mexico's current computer plan: 
substitution of imports and the promotion of exports; the 
gradual increase in local content for the industry as a whole; 
Greater market penetration for Mexican owned companies; 
increased employment and research and development activities; 
and greater competitiveness in the world market. The current 
plan also requires majority local ownership in order to qualify 
for Mexican development incentives. 


U.S. Department of Commerce Expands Services to U.S. Firms 
Doing Business in Mexico: With the beginning of a recovery in 
the Mexican economy now evident, demand for the commercial 
services offered to U.S. businessmen by the United States 
Department of Commerce has increased. The number of public and 
private trade opportunities sent to the Department of Commerce 
in Washington for distribuition to subscribers of the Trade 
Opportunity Program (TOP) was up from 410 in fiscal 1983 to 735 
in fiscal 1984. The number of U.S. firms counseled by the 
Commercial Section was up from 1,831 in fiscal 1983 to 2,504 in 
fiscal 1984 and the number of foreign firms counseled rose from 
1,937 in fiscal 1983 to 8,821 in fiscal 1984. U.S. exports to 
Mexico increased in 1984 for the first year since the 1982 
crisis in the Mexican economy. Leading U.S. non-agricultural 
exports to Mexico include replacement parts for gasoline 
engines and electric motors; radio, telegraphics and telephonic 
equipment; styrene and articles of rubber and _ plastic; 
electronic components; and general merchandise not manufactured 
in Mexico. Emphasis on the telecomunications, metal 
processing, environmental control, computer technology, 
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industrial port development, food processing and packaging, and 


home construction sectors is part of the National Development 
Plan. 


In 1984 the U.S. Department of Commerce established a 
Commercial Office in the American Consulate in Guadalajara, an 
important industrial area especially with its increased 
activity in electronics. This office is staffed by one 
American Officer and two Mexican Nationals. The ae 
Department of Commerce intends to place an American Commercial 
Officer in the U.S. Consulate in Monterrey in 1985. The new 
Monterrey Commercial Office will offer expanded commercial 
services for the entire Northeast region of Mexico. Both the 
Guadalajara and Monterrey offices will be prepared to offer 
complete commercial services and welcome the opportunity to 
serve U.S. business interests. 


For U.S. firms or their Mexican subsidiaries, the United States 
Trade Center, located in the heart of Mexico's financial and 
business district, is planning a full schedule of exhibitions 
to promote U.S. products and technology. With only a limited 
amount of foreign exchange available for travel, Mexican buyers 
have been attending U.S. Trade Center shows in record numbers. 
Exhibitions to be held at the Trade Center in 1985 include the 
following: Mining Equipment, Feb.19-22; Educational and 
Training Equipment, April 23-26; Communications, Merchandise 
Handling, and Transportation Equipment for Ports and Airports, 


May 14-17; Computers, Peripherals, and Software, June 4-7; 
Chemical Products for Agriculture and Industry, July 16-18; 
Fire, Security and Safety Equipment, August 6-9; Industrial 
Processing Controls, Sept. 24-26; Agricultural and Livestock 
Equipment and Machinery, Nov. 21-25 (Guadalajara); and, lastly, 
an‘ exhibition for U.S. firms of all types seeking represent- 
ation in the Mexican Market, Dec. 3-5. 


For information on any of the above promotions, please contact 
the Trade Promotion Officer, U.S. Trade Center, Liverpool #31, 
Mexico, D.F., Mexico telephone (905) 591-0155 or Telex 01773471 
USTCME. (If writing from outside Mexico, use P.O. Box 3087, 
Laredo, Texas 78044.) For information on commercial services 
to U.S. businessmen, contact the Commercial Attache, American 


Embassy, Mexico, Reforma 305, Mexico, D.F., Mexico telephone 
(905) 211-0042. 








